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VEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
MARVEL, Judge: Respondent determ ned the foll ow ng
deficiencies, additions to tax, and accuracy-rel ated penalties

with respect to petitioners’ Federal incone taxes:!?

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. Monetary anounts are rounded to the nearest dollar.
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Addition to tax Accuracy-rel ated penalty
sec. sec. sec.

Year Defi ci ency 6651(a) (1) 6662(b) (1) 6662(b) (2)
1989 $6, 646 $1, 915 —- $1, 532
1990 10, 146 1, 805 —- 2,026
1991 3, 546 —- $686 --
1992 268 —- 78 --
1993 3,210 —- —- 1, 136

After concessions,? the issues remmining for decision are:

(1) Whether petitioners are entitled to deductions for wage
expenses of $1,918 for 1989 and of $2,000 for each of the years
1990 t hrough 1993;

(2) whether petitioners’ incone fromwages should be reduced
by $2,000 for each of the years 1989 through 1993;

(3) whether petitioners are entitled to deductions for
medi cal plan expenses of $3, 446, $4,197, $13, 140, $4,568, and
$8,914 for 1989, 1990, 1991, 1992, and 1993, respectively;

(4) whether petitioner Judith Haeder is entitled to
deductions for contributions to an individual retirenment account
(IRA) of $2,000 for each of the years 1989 through 1993;

(5) whether petitioners are entitled to additional
deductions for |egal and professional expenses on petitioner

Ri chard Haeder’s Schedules C, Profit or Loss From Busi ness (Sol e

2The parties settled several issues raised in the notice of
deficiency. Those issues are set forth in a stipulation of
agreed adjustnents filed with the Court on July 13, 1999. The
parties’ concessions are not repeated here but are incorporated
herein by this reference.
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Proprietorship), of $3,976 and $1,305 for the years 1990 and
1991, respectively;

(6) whether petitioners are entitled to additional
deductions for travel expenses of $3,535, $558, $1,764, $2, 738,
and $2,512 for 1989, 1990, 1991, 1992, and 1993, respectively;

(7) whether petitioners are entitled to additional
deductions for nmeal and entertai nment expenses of $1,592, $597,
$324, $886, and $2,104 for 1989, 1990, 1991, 1992, and 1993,
respectively;

(8) whether petitioners are entitled to a bad debt deduction
of $300 for 1991,

(9) whether petitioners are entitled to a deduction for a
repair expense of $2,956 for 1993;

(10) whether petitioners omtted $1, 085 from busi ness i ncone
for 1989;

(11) whether petitioners omtted $2,223 of income from
prizes for 1989;

(12) whether petitioners’ dividend i nconme should be reduced
by $8, 732 for 1992;

(13) whether petitioners are liable for additions to tax for
late filing under section 6651 for 1989 and 1990;

(14) whether petitioners are |iable for accuracy-rel ated
penal ti es under section 6662(a) and (b)(1) for 1991 and 1992

because of negligence or disregard of rules or regulations; and
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(15) whether petitioners are |iable for accuracy-rel ated
penal ti es under section 6662(a) and (b)(2) for 1989, 1990, and
1993 because of substantial understatenents of their incone tax.

FI NDI NGS OF FACT®

Sone of the facts have been stipulated and are so found.
The stipulation of facts filed by the parties is incorporated in
this opinion by this reference.
Backgr ound

Petitioners resided in Rapid Cty, South Dakota, when they
filed their petition. Hereinafter, references to petitioner are
to Richard Haeder, and references to Ms. Haeder are
to Judith Haeder. For each of the years in issue, petitioners
cl ai mred dependency exenptions for two m nor children.

After conpleting a clerkship in Washington, D.C, petitioner
had started working for a large law firmlocated in Portl and,
Oregon, in 1967. During the years at issue, petitioner was an

attorney licensed to practice lawin the States of Oregon and

3Contrary to Rule 151(e), which governs the form and content
of briefs submtted to the Tax Court, petitioners provided in
their opening brief a “statenent of facts” that was not presented
in nunbered statenents and that, for the nost part, did not give
references to the pages of the transcript, exhibits, or other
sources relied upon to support the statenents contained therein.
Furthernore, in their reply brief, petitioners did not set forth
obj ections to respondent’s proposed findings of fact.
Consequently, in our findings of fact, we have relied heavily
upon respondent’s proposed findings. By failing to follow the
Court’s Rules, “petitioners have assuned the risk that we have
not considered the record in a light of their own illumnation.”
Moni co v. Conmi ssioner, T.C Meno. 1998-10.
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Sout h Dakota. His practice in Oegon primarily involved | abor
and personal injury |aw.

In 1986, petitioners noved to Rapid City, South Dakot a.
There, petitioner began practicing |law as a sole proprietor. To
establish his practice in the Rapid City area, petitioner spent
many hours in the years following the relocation performng pro
bono | egal work for the elderly and for Pennington County Legal
Aid, giving talks and sem nars and neeting people in the
community. He volunteered in the comunity to enhance his
reputation. Wen necessary, petitioner traveled to Oregon to
perform | egal services.

Petitioners filed a joint Federal individual incone tax

return for each of the years at issue on the foll ow ng dates:

Year Date Filed
1989 2/ 01/ 94
1990 1/ 10/ 94
1991 2/ 15/ 94
1992 3/ 30/ 94
1993 4/ 15/ 94

Petitioner included a Schedule Crelating to his |law practice
with each of the returns. On those Schedul es C, petitioner
reported the follow ng gross receipts, total expenses, and net

profit or |oss:



G oss Tot al Net profit
Year Recei pts Expenses or (loss)
1989 $153 $19, 695 ($19, 542)
1990 —- 23, 462 (23, 462)
1991 209 24, 144 (23, 935)
1992 —- 13, 991 (13,991)
1993 —- 23, 769 (23, 769)

Most of the inconme reported on petitioners’ returns for 1989
t hrough 1993 was i nvestnent incone.
Respondent audited petitioners’ returns for the years in
i ssue and nade adjustnents to incone and deductions. W address
the issues remaining for decision bel ow

VWages and | RA Deducti ons

In Rapid Cty, South Dakota, petitioner maintained his |aw
office in his residence. He had no office help outside of
what ever assistance Ms. Haeder gave him Ms. Haeder usually
answered the tel ephone, greeted visitors, and cl eaned the house,
including petitioner’s office. At his residence, petitioner
initially had only one tel ephone Iine for both business and
personal use. Eventually he had a second line installed to
accommodat e a fax machi ne.

On a date that does not appear in the record, petitioner
decided to start paying Ms. Haeder a salary. Petitioner did not
determ ne Ms. Haeder’s salary on the basis of hours worked or
services perfornmed; instead, he based her salary on the maxi num

anount a qualified individual could deduct for qualifying
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contributions to an IRA. Ms. Header did not have a witten

enpl oynent contract with petitioner. She had no set work
schedul e, and she did not maintain any tinme or performance
records for work allegedly performed for petitioner.

On petitioner’s 1989 Schedule C, petitioner clainmed a wage
expense of $1,918. On each of the Schedules C for 1990 through
1993, petitioner clainmed a wage expense of $2,000. On
petitioners’ tax returns for the years at issue, Ms. Haeder
reported $2,000 as incone fromwages for each of the years in
i ssue and al so clained a $2,000 | RA deduction for each of those
years.

Petitioner did not pay the purported salary directly to Ms.
Haeder. For 1990, 1992, and 1993, on Decenber 31 of each year,
petitioner had his brokerage firmtransfer $2,000 from
petitioner’s account into an IRA maintained in Ms. Haeder’s
name.* For 1991, petitioner wote a check dated Decenber 31,
1991, in the anpbunt of $1,847 and drawn on petitioners’ joint
account. Petitioner wote that check payable to hinself, Ms.
Haeder endorsed it, and Ms. Haeder deposited it into her I RA on
January 7, 1992.

Petitioner did not issue a Form W2, Wage and Tax Statenent,

to Ms. Haeder for each of the years 1989 through 1992. Wth the

“Al t hough petitioner clainmed a deduction for wage expenses
of $1,918 for 1989, the record contains no proof of any paynent
to or for the benefit of Ms. Haeder in that year.
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returns they filed for 1990 and 1991, petitioners included a
“Wages Schedul e”, which reported that petitioner had pai d wages
of $2,000 to Ms. Haeder for those years. The 1990 wages
schedul e reported no information relating to FICA or Medicare tax
wi t hhol di ng. The 1991 wages schedul e reported that petitioner
had deducted FI CA taxes of $124 and Medi care taxes of $29. For
1993, petitioner issued a FormW2 to Ms. Haeder show ng $2, 000
in wages, $124 in FICA, and $29 in Mdicare taxes.

In the notice of deficiency, respondent determ ned that
petitioners were not entitled to deduct the anmounts cl ai med on
the Schedules C for wages paid to Ms. Haeder for the years in
i ssue. Respondent al so reduced petitioners’ incone by the
anounts M's. Haeder had reported as inconme fromwages. |In
addi tion, respondent determ ned that petitioners were not
entitled to claimthe | RA deductions for the years in issue.

Medi cal Pl an Expense Deducti ons

Ef fective January 1, 1988, on the advice of his accountant,
John H. Fuller (M. Fuller), petitioner adopted an agreenent
entitled “Enpl oyee Medi cal - Dental Expense Rei nbursenent Pl an
[for] Richard Haeder, Attorney at Law’' (plan). The agreenent
stated that it covered “all enpl oyees of Rl CHARD HAEDER, ATTORNEY
AT LAW and the spouse and dependents of any covered enpl oyee.

Pursuant to the agreenent:
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2. REI MBURSEMENT FOR MEDI CAL & DENTAL CARE
EXPENSES:

Effective 1-01-88 and until term nation of the
Pl an, RI CHARD HAEDER, ATTORNEY AT LAWshall reinburse
each covered enpl oyee, nedical and dental expenses, as
defined in section 3 herein; provided, however, that
the total reinbursenent to any covered enpl oyee during
any one cal endar year shall not exceed the sum of
$10, 000. 00. Rei nmbursenent to each covered enpl oyee
shall be made at |east annually, or nore frequently at
the discretion of RICHARD HAEDER, ATTORNEY AT LAW
Upon subm ssi on of proof of paynent by the enpl oyee,
Rl CHARD HAEDER, ATTORNEY AT LAWmay, at his discretion,
pay any or all of the expenses defined herein directly,
in lieu of making reinbursenent therefor.

3. MEDI CAL AND DENTAL CARE EXPENSES DEFI NED

(a) Medical and dental care expenses covered under
the Pl an include those expenses of the covered
enpl oyees, their spouses and dependents which are in
excess of any coverage provided for under any insurance
policies owned by RI CHARD HAEDER, ATTORNEY AT LAW the
enpl oyee or under any other health or dental plan which
may be carried either by R CHARD HAEDER, ATTORNEY AT
LAW on behalf of its enployees or personally by the
enpl oyee.

(b) The general classes of covered expenses under
the Plan will be:

Nur si ng

Hospital Bills

Doctor and Dentist Bills
Psychiatric Care

Drugs and Prescriptions

Medi cal related transportation, and
Heal th and Acci dent | nsurance.

I ncluded in the foregoing, but not by way of
limtation, will be all nedical and dental expenses,
i ncl udi ng hospital expenses, both room and board and
speci al hospital services; surgical expenses,

di agnostic x-rays, prenatal and maternity expenses;
infant care in hospital, services of physicians,
surgeons and specialists, in or out of hospital;
services of registered nurses, in or out of hospital;
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rental of iron lung or other equipnent for therapeutic

use, in or out of hospital; artificial |inbs or other

prost hetic appliances; diagnostic |aboratory

procedures; drugs and nedi cine requiring prescriptions;

oxygen, anesthesia; blood and plasnma, x-ray and radi um

treatnents; |ocal professional anbul ance services;
psychiatric treatnent; dental care; surgery and

appl i ances; eye gl asses; hearing aids and exam nation

t hereof; and prem uns on acci dent and health insurance,

i ncl udi ng hospitalization, surgical and nedical

I nsur ance.

Petitioner clained that Ms. Haeder was eligible to participate
in that plan in her capacity as his enpl oyee and that he and
their mnor children were eligible to participate in the plan as
Ms. Haeder’s spouse and dependents.

During the years at issue, petitioners and their children
were covered by an individual health insurance policy issued in
petitioner’s name. The record contains no evidence that, during
t hose years, Ms. Haeder al so had coverage under either a health
i nsurance policy issued in her name or a group health insurance
policy.

On the Schedules C for 1989, 1990, 1991, 1992, and 1993,
petitioner clainmed nedical plan expenses of $3,446, $4, 197,
$13, 140, 9$4,568, and $8,914, respectively, including nedical
i nsurance prem uns and nedi cal and dental expenditures for
petitioner, Ms. Haeder, and their two mnor children. On audit,

respondent determ ned that petitioners substantiated nedical plan

expenses as foll ows:
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I tem 1989 1990 1991 1992 1993
| nsurance premuns $2,657 $3,211 $4,018 $3,520 $3,936
Qut - of - pocket costs 146 986 6, 369 1,048 3,834

Tot al 2,803 4,197 10, 387 4, 568 7,770

In the notice of deficiency, respondent determ ned that, although
petitioners had substantiated nedi cal plan expense paynents as
summari zed above, petitioners were not entitled to deduct any of
t he amounts petitioner clainmed on the Schedules C for nedical
pl an expenses. Respondent determ ned, however, that petitioners
were entitled to deduct substantiated nedi cal expenses on their
Schedul es A, Item zed Deductions, subject to the statutory
[imtations. At trial, petitioner submtted nedical and dental
statenents that showed paynents for dental expenses totaling
$136, $86, $5,529, and $338 for 1989, 1990, 1991, and 1992,
respectively. It is not clear fromthe record whether those
paynments were included in the anobunts previously submtted to the
| RS auditor during the audit of the returns for those years.

Legal and Prof essi onal Expenses

On the Schedules C for 1989, 1990, and 1991, petitioner
clained | egal and professional expenses of $175,% $8,623, and
$4, 305, respectively. Petitioner clainmed no deductions for |egal

and professional expenses on the Schedules C for 1992 and 1993.

°Respondent made no adjustnent relating to the |egal and
pr of essi onal expenses clainmed for 1989.
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On audit, petitioners substantiated $8,527 and $4, 305 of

| egal and professional expenses for 1990 and 1991, respectively.

In the notice of deficiency, respondent allowed petitioners to

deduct $4, 647 and $3,000 of the substantiated expenses for 1990

and 1991, respectively, on the Schedules C. Respondent also

al l owed petitioners to deduct $3,880 and $1, 305 of the

substanti ated expenses for 1990 and 1991, respectively, on their

Schedul es A, subject to the statutory limtations, as tax

preparation fees. Respondent disallowed $96 of the anobunt

clainmed for 1990 as unsubstanti ated expenses.

Travel Expenses

On the Schedules C for 1989, 1990, 1991, 1992, and 1993,
petitioner clainmed travel expenses of $4,830, $4, 326, $2, 721,
$3, 532, and $3,686, respectively. On audit, respondent
determ ned that petitioners had substantiated travel expenses of
$2,525, $4,312, $2,742, $3,479, and $2,870 for 1989, 1990, 1991,
1992, and 1993, respectively. Respondent determ ned further that
sone of the substantiated travel expenses did not relate to
petitioner’s | aw practi ce.

From January 26 through February 4, 1989, petitioner took a
trip to Mnnesota. The airfare for that trip was $298. n
audit, respondent determned that the trip was not related to
petitioner’s | aw practice but, instead, was related to his

i nvest nent s.
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From Cct ober 18 through 23, 1989, petitioner and his famly
took atrip to Salt Lake Cty, Uah. The total airfare for that
trip was $932. On audit, respondent determned that the trip was
not related to petitioner’s |law practice. Respondent further
determ ned that $714 of the expenses had been incurred for
medi cal purposes and the renmai ni ng expenses were personal .

From April 12 through 16, 1990, petitioner took a trip to
Denver, Col orado. Petitioner’s expenses for hotel, parking, and
m | eage totaled $544. On audit, respondent determ ned that the
trip was not related to petitioner’s |aw practice but, instead,
was related to his investnents.

From April 28 through May 14, 1991, Ms. Haeder took a trip
to Salt Lake City, Uah. Airfare for that trip was $185. On
audit, respondent determined that the trip was personal.

From May 16 through 18, 1991, petitioner and his father took
atripto Mnnesota. Expenses for that trip for hotel, airfare,
rental car, and gasoline totaled $582. On audit, respondent
determ ned that $192 of those expenses was related to
petitioner’s |aw practice. Respondent further determ ned that
$190 of the expenses had been incurred for investnent purposes,
and the renai ni ng expenses were personal .

From May 29 through June 1, 1991, petitioner and his famly
took a trip to Newton, Massachusetts, and Boston, Massachusetts.

Expenses for hotels, airfare, rental cars, and tel ephone totaled
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$1,497. On audit, respondent determned that the trip was not
related to petitioner’s | aw practice. Respondent further
determ ned that $880 of the expenses had been incurred for
i nvest ment purposes and the renai ni ng expenses were personal .

On Septenber 17, 1991, petitioner took a trip to Boston,
Massachusetts. Airfare for that trip was $288. On audit,
respondent determned that the trip was not related to
petitioner’s | aw practice but, instead, was related to his
i nvestnents.

From March 19 through 29, 1992, petitioner and his famly
took a trip to Boston, Massachusetts. Expenses for hotel,
airfare, rental car, and gasoline totaled $1,947. On audit,
respondent determned that the trip was not related to
petitioner’s |aw practice. Respondent further determ ned that
$1, 273 of the expenses had been incurred for investnent purposes,
and the bal ance of the expenses was personal .

On July 5, 1992, petitioner took a trip to Huron, South
Dakota. Expenses for the trip totaled $161. On audit,
respondent determned that the trip was not related to
petitioner’s | aw practice but, instead, was related to his
i nvestnents.

From March 21 through 29, 1993, petitioner took a trip to
Portland, Oregon. Airfare for that trip was $218. On audit,

respondent determ ned that $109 of the expenses was related to
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petitioner’s law practice and $109 of the expenses was related to
his investnents.

From March 29 through April 5, 1993, one of petitioners’
daughters took a trip to Portland, Oregon. Airfare for that trip
was $201. On audit, respondent determned that the trip was
undertaken for nedical purposes.

From April 22 through May 6, 1993, Ms. Haeder took a trip
to Salt Lake City, Uah. Airfare for that trip was $198. On
audit, respondent determined that the trip was personal.

FromJuly 1 through 5, 1993, petitioner took a trip to
M nnesota. Expenses for hotel, airfare, and rental car totaled
$987. On audit, respondent determ ned that $494 of those
expenses was related to petitioner’s |law practice and $493 of
t hose expenses had been incurred for investnent purposes.

From July 6 through 7, 1993, petitioner took a trip to
Seattl e, Washington, and Salt Lake Cty, Utah. Airfare for that
trip was $373. On audit, respondent determ ned that $198 of
t hose expenses related to petitioner’s law practice and the
bal ance of those expenses was personal.

From Novenber 11 through 17, 1993, petitioner took a trip to
Bost on, Massachusetts. Expenses for hotel, airfare, and car
rental totaled $520. On audit, respondent determ ned that those
expenses were not related to petitioner’s |law practice but,

instead, were incurred for investnent purposes.
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In the notice of deficiency, respondent allowed petitioners
to deduct $65, $3,768, $957, $794, and $1, 174 of the
subst anti at ed expenses on the Schedules C for 1989, 1990, 1991,
1992, and 1993, respectively. Respondent also allowed
petitioners to deduct $714 and $201 of the substantiated expenses
for 1989 and 1993, respectively, as nedical expenses on their
Schedul es A, subject to the statutory limtations. [In addition,
respondent allowed petitioners to deduct $298, $544, $1, 168,
$1,624, and $1, 122 of the substantiated expenses for 1989, 1990,
1991, 1992, and 1993, respectively, as investnent expenses on
their Schedules A, subject to the statutory limtations.

Meal and Entertai nnent Expenses

On the Schedules C for 1989, 1990, 1991, 1992, and 1993,
petitioner clainmed neal and entertai nment expenses, before
statutory limtations, of $2,508, $1,760, $535, $1,302, and
$3, 046, respectively. On audit, respondent determ ned that
petitioners had not submtted adequate substantiation for the
meal and entertai nnent expenses clained. Nonethel ess, respondent
al l onwed petitioner per diemanmounts, for travel related to his
| aw practice, for those nights that petitioner verified he was
away from honme. Thus, for 1989 respondent allowed petitioner 37
days at $14 per day for a total of $518. For 1990 respondent
al l oned petitioner 39 days at $26 per day for a total of $1,014.

For 1991 respondent allowed petitioner 5 days at $26 per day for
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a total of $130. For 1992 respondent all owed petitioner 7-1/2
days at $26 per day for a total of $195. For 1993 respondent

al l oned petitioner 14-1/2 days at $26 per day for a total of
$416.° Respondent disallowed $1,592, $597, $324, $886, and $2, 104
of the neal and entertai nnent expenses clainmed on the Schedules C
for 1989, 1990, 1991, 1992, and 1993, respectively.

Bad Debt Deducti on

Duri ng Novenber 1991, Ted Kadrlik (M. Kadrlik) asked
petitioner to represent himon check fraud charges. M. Kadrlik
ganbl ed, causing financial hardship for his famly. Petitioner
declined to represent M. Kadrlik, but petitioner agreed to
advance M. and Ms. Kadrlik (the Kadrliks) some noney. On
Novenber 25, 1991, petitioner gave the Kadrliks a check for $300.
The check nmeno |ine contained the notation “Loan”. The Kadrliks
did not give petitioner a prom ssory note relating to the $300
paynment. The Kadrliks did not repay the noney. Petitioner asked
the Kadrliks for the noney a few tines, but he nmade no ot her
attenpt to collect on the debt. He believed that it would not be

appropriate to sue the Kadrliks for collection because of their

5The parties stipulated that respondent allowed petitioner
$416 for 1993 cal culated on the basis of $26 per day for 14-1/2
days. Qur cal cul ation, however, shows that the neal all owance
woul d be $377 ($26 per day multiplied by 14-1/2 days). The
parties do not explain the discrepancy, nor does the record
clarify the difference in calculations. |In the absence of an
expl anation, however, we defer to, and accept, the parties’
stipulation. See Rule 91(e).
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financial difficulties and because petitioner thought suing the
Kadrli ks mght hurt his own reputation in the community.

On petitioner’s 1991 Schedule C, petitioner clained a
deduction for a bad debt of $300. 1In the notice of deficiency,
respondent determ ned that petitioners were not entitled to
deduct the bad debt clainmed on the 1991 Schedul e C because
petitioners had not established that a bad debt had arisen froma
true debtor-creditor relationship based upon a valid and legally
enforceable obligation, or, if it were a valid debt, that the
debt had becone worthless during the year and all reasonabl e
steps had been taken to collect it.

Repai rs Expense

During 1993, petitioner purchased an oriental rug that he
intended to use in his office on a rotating basis wth another
rug he owmned. He sent the oriental rug to Portland, O egon, for
apprai sal and repairs, totaling $2,956. Petitioner estinmted
that the appraisal did not cost nore than $100. Petitioner chose
both of the rugs he intended to use in his office because he
expected themto appreciate in val ue.

On petitioner’s 1993 Schedule C, petitioner clainmed a repair
expense of $2,956. In the notice of deficiency, respondent
determ ned that petitioners were not entitled to deduct the
repai r expense because petitioner had not established that the

repair expense was for an ordinary and necessary busi ness expense
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or was expended for the purpose designated and that petitioner
had not substantiated the anpunt.

Addi ti onal Busi ness | ncone

In the notice of deficiency, respondent determ ned that
during 1989 petitioner received business incone of $1,085 froma
l[itigation matter, which petitioners failed to include on their
return for that year. Respondent increased petitioner’s incone
accordi ngly.

| ncone From Pri zes

During Novenber 1989, petitioner won a | aptop conputer from
JM5 Inc., d.b.a. Conputerland (Conputerland). Petitioner,
however, did not want the conputer and refused to accept it.
| nstead of the conputer, Conputerland gave petitioner a store
credit. Petitioners did not include any incone attributable to
the Conmputerland prize on their Federal incone tax return for
1989. In the notice of deficiency, respondent determ ned that
during 1989 petitioners received incone attributable to the
Conputerland prize of $2,223. Respondent increased petitioners’
inconme for that year accordingly.

Di vi dend | ncone

Respondent determ ned that for 1992 petitioners overstated
i ncome fromdividends by $8,732. Respondent reduced petitioners’

inconme for that year accordingly.
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Additions to Tax and Penalties

Respondent determ ned that petitioners were |liable for
additions to tax under section 6651(a)(1) for 1989 and 1990
because they failed to file tinely returns or to show they had
reasonabl e cause for that failure. Respondent al so determ ned
that for 1991 and 1992 petitioners were liable for an accuracy-
related penalty under section 6662(a) and (b) (1) because the
under paynment of tax for those years was due to negligence or the
intentional disregard of rules or regulations. Additionally,
respondent determ ned that for 1989, 1990, and 1993 petitioners
were |iable for an accuracy-rel ated penalty under section 6662(a)
and (b)(2) because the underpaynent of tax for those years was
due to a substantial understatenent of their incone tax.

OPI NI ON

Section 61(a) provides that gross incone neans all incone
from what ever source derived. That section has been interpreted
broadly to enconpass all gains except those specifically exenpted

by Congress. See Commi ssioner v. denshaw @ ass Co., 348 U S

426, 430 (1955).

Section 162(a) permts a taxpayer to deduct expenses paid or
incurred during the taxable year in carrying on the taxpayer’s
trade or business. Deductions are strictly a matter of
| egi sl ative grace, however, and the taxpayer bears the burden of

proving that he or she is entitled to the clainmed deductions.
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See Rule 142(a);’” INDOPCO, Inc. v. Commi ssioner, 503 U.S. 79, 84

(1992); New Colonial lIce Co. v. Helvering, 292 U S. 435, 440

(1934); Welch v. Helvering, 290 U. S. 111, 115 (1933); Page v.

Comm ssi oner, 823 F.2d 1263, 1271 (8th Gr. 1987), affg. in part

and dismssing in part T.C. Meno. 1986-275.

Section 162(a) requires a taxpayer to prove that the
expenses deducted (1) were paid or incurred during the taxable
year, (2) were incurred to carry on the taxpayer’s trade or
busi ness, and (3) were ordinary and necessary expenditures of the

busi ness. See sec. 162(a); Conm ssioner v. Lincoln Sav. & Loan

Associ ation, 403 U. S. 345, 352 (1971). An expense is ordinary if

it is customary or usual within a particular trade, business, or
industry or relates to a transaction “of comon or frequent

occurrence in the type of business involved.” Deputy v. du Pont,

308 U. S. 488, 495 (1940). An expense is necessary if it is
appropriate and hel pful for the devel opnent of the business. See

Conm ssioner v. Heininger, 320 U S. 467, 471 (1943). Personal,

living, or famly expenses, on the other hand, generally are not
deducti ble. See sec. 262(a).
A taxpayer is required to keep adequate records sufficient

to enable the Comm ssioner to determ ne the taxpayer’s correct

‘Contrary to petitioners’ assunption, the burden of proof
provi sions of sec. 7491 do not apply here because the exam nation
in this case began before July 22, 1998. See Internal Revenue
Service Restructuring & Reform Act of 1998, Pub. L. 105-206, sec.
3001, 112 Stat. 726.
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tax liability. See sec. 6001; Menequzzo v. Conmm ssioner, 43 T.C

824, 831 (1965). In the absence of persuasive corroborating
evi dence, we are not required to accept the self-serving

testinmony of interested parties. See Bose Corp. v. Consuners

Union of U S., Inc., 466 U S. 485, 512 (1984); Day v.

Conmm ssi oner, 975 F.2d 534, 538 (8th Gr. 1992), affg. in part,

revg. in part and remanding T.C. Meno. 1991-140; Tokarski v.

Comm ssioner, 87 T.C. 74, 77 (1986).

Wth those well-established propositions in mnd, we nust
determ ne whether petitioners have satisfied their burden of
proving that they did not receive the disputed incone itens and
that they are entitled to the di sputed deducti ons.

Wages, | RA Deductions, and Medical Plan Expenses

Petitioner clained wage expenses and nedi cal plan expenses
on his Schedules C for the years in issue relating to paynents
made to or on behalf of Ms. Haeder allegedly in her capacity as
his enpl oyee. Ms. Haeder reported the salary petitioner paid to
her as inconme fromwages on petitioners’ joint tax returns for
t hose years and cl ai ned deductions for contributions to an | RA
for the years in issue. Respondent disallowed the deductions for
wage expenses, |RA contributions, and nedical plan expenses.
Respondent correspondi ngly reduced petitioners’ income from

wages.
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Section 162(a)(1) provides that a taxpayer nmay deduct as an
ordi nary and necessary expense “a reasonabl e all owance for
sal aries or other conpensation for personal services actually
rendered”. Thus, conpensation is deductible only if it is
reasonable in amount and is paid or incurred for services
actually rendered. See sec. 1.162-7(a), Income Tax Regs.?®

Whet her an individual is an enployee is essentially a

question of fact. See Air Termnal Cab, Inc. v. United States,

478 F.2d 575, 578 (8th Cir. 1973); Packard v. Comm ssioner, 63

T.C. 621, 629 (1975). Courts generally apply a conmmon | aw agency
test to determ ne whet her an enpl oyer-enpl oyee rel ationship

exists. See, e.g., Nationwde Miut. Ins. Co. v. Darden, 503 U. S

318, 323-324 (1992); Community for Creative Non-Violence v. Reid,

490 U. S. 730, 751-752 (1989); Matthews v. Conm ssioner, 92 T.C

351, 360 (1989), affd. 907 F.2d 1173 (D.C. Cr. 1990). Moreover,
where a famly relationship is involved, the facts require close
scrutiny to determ ne whether a bona fide enpl oyer-enpl oyee

relationshi p exi sted and whet her the paynents received were nade

8\Whet her anpbunts paid as wages are reasonabl e conpensati on
for services rendered is a question of fact to be decided on the
basis of the facts and circunstances of each case. See Charles
Schneider & Co. v. Conm ssioner, 500 F.2d 148, 151 (8th Gr.
1974), affg. T.C. Meno. 1973-130; Eller v. Conm ssioner, 77 T.C.
934, 962 (1981); Hone Interiors & Gfts, Inc. v. Conm ssioner, 73
T.C. 1142, 1155 (1980); see also Martens v. Comm ssioner, T.C
Meno. 1990-42, affd. w thout published opinion 934 F.2d 319 (4th
Cr. 1991).
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on account of the enpl oyer-enployee relationship or the famly

relationship. Cf. Denman v. Conm ssioner, 48 T.C. 439 (1967);

Shelley v. Comm ssioner, T.C Mno. 1994-432; Martens V.

Comm ssioner, T.C Meno. 1990-42, affd. w thout published opinion

934 F.2d 319 (4th Gr. 1991); Jenkins v. Conm ssioner, T.C Meno.

1988-292, affd. w thout published opinion 880 F.2d 414 (6th G r

1989); Furmanski v. Comm ssioner, T.C Meno. 1974-47. In this

case, petitioner nust prove that Ms. Haeder was his bona fide
enpl oyee during the years in issue and, if so, that any expenses
clainmed with respect to her alleged enploynent were reasonable in
anount and paid for services she actually rendered as an
enpl oyee.

Section 1.162-10(a), Incone Tax Regs., includes expenditures
for “a sickness, accident, hospitalization, nedical expense,
* * * or simlar benefit plan” anong exanpl es of deductible
busi ness expenses “if they are ordi nary and necessary expenses of

the trade or business.” See also Snmith v. Conm ssioner, T.C.

Meno. 1970-243. In addition, section 105(b) generally allows an
enpl oyee to exclude fromgross incone anounts received from an
enpl oyer for expenses of nedical care, as defined in section
213(d), of the enpl oyee, the enployee’'s spouse, or his or her
dependents. Petitioner nust prove that the nedical plan expenses
claimed on the Schedules C for the years in issue were ordinary

and necessary expenses paid pursuant to a nedical expense plan.
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In order to satisfy that burden, petitioners nmust establish that
Ms. Haeder was petitioner’s bona fide enployee for the years in
i ssue, that the reinbursenent of nedical expenses was an ordinary
and necessary business expense, and that petitioners paid the
expenses during the applicable year.

Section 219(a) allows a deduction from gross incone for
qualifying contributions to an I RA, subject to certain
[imtations and restrictions. The maxi num al |l owabl e deduction is
l[imted to the | esser of $2,000 or the anpbunt of conpensation
includable in the individual’s gross incone for the taxable year.
See sec. 219(b)(1). In order to establish that Ms. Haeder was
entitled to the I RA deduction for each year in issue, petitioners
must prove that Ms. Haeder had conpensation includable in incone
for the respective years.

The deductions for wage expenses, |RA contributions, and
medi cal plan expenses require proof, in the first instance, that
Ms. Haeder was petitioner’s enployee during the years in issue.
Petitioners naintain that Ms. Haeder was petitioner’s enpl oyee
and perfornmed many val uabl e services for petitioner relating to
his |l aw practice, including secretarial, clerical, bookkeeping,
and cl eaning services. Petitioner contends that Ms. Haeder’s
duties were substantial, necessary, and continuing throughout the
years. Petitioners concede that petitioner had few clients

during the early years after their nove to South Dakota. They
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contend, however, that petitioner spent much of his tinme out in
the community, neeting people and volunteering his services.
They assert that, during petitioners’ early years in South
Dakota, Ms. Haeder was indispensable to petitioner’s |aw
practi ce because she stayed at hone to answer the tel ephone,
greet visitors, type and file |egal docunments, and keep
petitioner’s records.

Respondent contends that Ms. Haeder was not petitioner’s
enpl oyee during the years in issue. Respondent asserts that the
activities perforned by Ms. Haeder were duties normally
performed by famly nmenbers living in the sane hone, and they do
not constitute the duties of an enpl oyee.

Qur review of the record in this case confirns that
petitioners have not shown that Ms. Haeder provided services as
petitioner’s enployee during the years in issue. Ms. Haeder did
not testify as to the extent or nature of any services she
purportedly rendered in connection with petitioner’s |aw
practice. Petitioner’s testinony relating to Ms. Haeder’s
purported services was vague, generalized, and conclusory. The
record contains no specific or convincing evidence regarding
clerical or secretarial services Ms. Haeder actually perforned
in connection with petitioner’s |aw practice.

In their briefs, petitioners contend that during the audit

petitioner showed the I RS auditor nunmerous docunents that Ms.



- 27 -
Haeder had worked on for petitioner.® Petitioners, however,
present ed none of those docunents at trial. |In fact, petitioner
did not offer into evidence any docunentation of the work Ms.
Haeder purportedly performed or of the time she purportedly spent
perform ng services for his |law practice during the years in
issue. The record is devoid of credible evidence establishing
that Ms. Haeder perforned any services other than those
reasonably expected of a famly nmenber. W are not required to
accept petitioner’s self-serving, uncorroborated testinony that
M's. Haeder perforned substantial and continuing clerical and
secretarial services for himduring the years in issue. See Bose

Corp. v. Consuners Union of US., Inc., 466 U S. at 512; Day v.

Conmi ssioner, 975 F.2d at 538; Geiger v. Conm ssioner, 440

F.2d 688, 689-690 (9th G r. 1971), affg. per curiamT.C Meno.

1969-159; N edringhaus v. Comm ssioner, 99 T.C 202, 212 (1992).

O her evidence in the record supports respondent’s position
that Ms. Haeder did not serve as petitioner’s enployee during
the years in issue. For exanple, except for 1993, petitioner did
not issue Ms. Haeder a Form W2, Wage and Tax Statenent.

Furthernore, petitioner did not pay Ms. Haeder “wages” on a

°This Court does not consider statenents in briefs as proof.
See Rule 143(b); N edringhaus v. Comm ssioner, 99 T.C 202, 214
n.7 (1992); Viehweg v. Comm ssioner, 90 T.C 1248, 1255 (1988);
Evans v. Comm ssioner, 48 T.C. 704, 709 (1967), affd. 413 F.2d
1047 (9th Cr. 1969).
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regul ar or normal basis (such as weekly, biweekly, or nonthly),
nor did he pay those wages directly to her. For 1990, 1992, and
1993, petitioner transferred funds directly into Ms. Haeder’s
| RA account at yearend. For 1991, petitioner wote the check
payable to hinself, Ms. Haeder endorsed it, and Ms. Haeder
deposited it into her I RA account.

Petitioner determned Ms. Haeder’s purported salary on the
basis of the maxi num | RA deduction. The record in this case
suggests that, for the years in issue, petitioner clained the
purported enpl oyer-enpl oyee rel ati onshi p between hinself and Ms.
Haeder in an attenpt to enable petitioners to deduct personal
medi cal and dental expenses as busi ness expenses and
contributions to the I RA account in Ms. Haeder’s nane.

In their briefs, petitioners contend that one of
respondent’s agents audited petitioners’ 1988 return and
permtted themto deduct simlar salary and nedi cal plan expenses
clainmed on the Schedule C for that year. The record contains no
evidence of a prior year’s audit. See supra note 9. Even if
such proof had been offered, it would have been irrel evant
i nasnmuch as each tax year stands on its own and nust be

consi dered separately. See United States v. Skelly Gl Co., 394

US 678, 684 (1969). It is well established that the
Commi ssioner is not bound in any given year to allow a deduction

permtted in a previous year. See Lerch v. Conm ssioner, 877
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F.2d 624, 627 n.6 (7th Gr. 1989), affg. T.C. Menp. 1987-295;
Hawkins v. Comm ssioner, 713 F.2d 347, 351-352 (8th Gr. 1983),

affg. T.C. Meno. 1982-451; Thomas v. Conmm ssioner, 92 T.C 206,

226-227 (1989); Union Equity Coop. Exch. v. Conmm ssioner, 58 T.C

397, 408 (1972), affd. 481 F.2d 812 (10th Cr. 1973).

On the basis of the foregoing, we hold that petitioners have
not shown that Ms. Haeder was an enpl oyee of petitioner for the
years in issue. Consequently, we need not address the question
of whet her paynents made on her behal f during the years were
reasonabl e in ampbunt. Because petitioners have not established
that Ms. Haeder was petitioner’s enployee during the years in
i ssue, they have failed to prove that the paynents nade to her or
on her behalf are all owabl e wage expenses on the Schedules C for
the years in issue or that paynments made pursuant to the
purported enpl oyee nedi cal expense plan are deductible on the
Schedul es C for those years. Additionally, they have not
establ i shed that Ms. Haeder is entitled to deduct contributions
to her I RA account for those years.!® Accordingly, we sustain

respondent’s determ nations as to those issues.

PRespondent has deternined that petitioners’ incone for the
years in issue should be reduced by the wages allegedly paid to
Ms. Haeder. W agree that respondent’s determnation is
appropri ate.
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Legal and Prof essi onal Expenses

Petitioner clainmed deductions on his 1990 and 1991 Schedul es
C for legal and professional expenses. To the extent
substanti ated, respondent allowed petitioners to deduct sone of
t he expenses on the Schedul es C and, except for $96 for 1990, the
remai nder on petitioners’ Schedules A as tax preparation fees.

Petitioners contend that the | egal and professional expenses
in dispute for 1990 and 1991 enconpass accountant’s fees for the
preparation of their tax returns and | egal fees paid to other
| awyers. Petitioners assert that those | egal and accountant’s
fees related to petitioner’s |law practice.

Respondent contends that petitioners have not established
that they are entitled to deductions for |egal and professional
expenses relating to petitioner’s |aw practice in anounts greater
than those already all owed by respondent. W agree.

Petitioners offered no proof at trial showing that the itens in
dispute related to petitioner’s |law practice as required by
section 162. See supra note 9. Thus, petitioners have not
established that they are entitled to deductions for |egal and
pr of essi onal expenses on the Schedules C in anmobunts greater than
those already allowed by respondent. Petitioners also have not
shown that they are entitled to amounts for |egal and

pr of essi onal expenses on the Schedules A in anmobunts greater than
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t hose all owed by respondent. Accordingly, we sustain
respondent’s determnation on this issue.

Travel , Meal, and Entertai nment Expense Deducti ons

Petitioner clainmed deductions on his Schedules C for the
years in issue for travel, neal, and entertai nnent expenses. To
the extent substantiated, respondent allowed deductions for a
portion of the travel and neal expenses on the Schedules C and a
portion of those expenses on petitioners’ Schedul es A as nedi cal
expenses or investnent-rel ated expenses. Respondent did not
all ow petitioner to deduct the bal ance of the clained travel,
meal , and entertai nnent expenses because those expenditures were
unsubstantiated or personal.

When a taxpayer establishes that he paid or incurred a
deducti bl e busi ness expense, but does not establish the anpunt
of the deduction, the Court nmay estimate the anount allowable in

sone circunstances. See Cohan v. Conmmi ssioner, 39 F.2d 540, 543-

544 (2d G r. 1930), affg. 11 B.T.A 743 (1928). There nust be
sufficient evidence in the record, however, to permt the Court
to conclude that a deductible expense was incurred in at |east

the amobunt allowed. See WIllians v. United States, 245 F.2d 559,

560 (5th G r. 1957); Vanicek v. Conm ssioner, 85 T.C. 731, 743

(1985). In estimating the anount all owable, the Court bears
heavi |l y upon the taxpayer whose inexactitude is of his or her own

maki ng. See Cohan v. Conm ssioner, supra at 544.
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Section 274(d) inposes additional stringent substantiation
requi renents for certain kinds of business expenses, such as
travel, neal, and entertai nment expenses. The substantiation
requi renents of section 274(d) supersede the rule of Cohan v.

Conmi ssi oner, supra. See Sanford v. Conm ssioner, 50 T.C 823,

828 (1968), affd. per curiam412 F.2d 201 (2d Cr. 1969); Kimyv.

Comm ssioner, T.C Meno. 1999-261, affd. w thout published

opinion 215 F.3d 1319 (4th G r. 2000); sec. 1.274-5T(a),
Tenporary I ncone Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985).
Under section 274(d), a taxpayer nust substantiate the anount,
time, place, and busi ness purpose of the expenditures with
adequate records or sufficient evidence corroborating his or her
own statenent. See sec. 1.274-5T(b) and (c), Tenporary |ncone
Tax Regs., 50 Fed. Reg. 46014 (Nov. 6, 1985). |If a taxpayer is
unable to fulfill the requirenents of section 274(d), then he or
she is not entitled to the deduction.

Petitioners do not address the travel, neal, and
entertai nment expense issues in their briefs. The parties,
however, stipulated facts relating to the travel expenses. In
addition, the travel, neal, and entertai nnent expense issues are
specifically identified in the stipulation of agreed adjustnents
as di sputed adjustnents. Under those circunstances, we decline

to treat petitioners’ failure to address the issue as a
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concessi on or abandonnent of the issue. See Rule 151(e)(5);

Lencke v. Commi ssioner, T.C Meno. 1997-284.

Qur review of the record convinces us that petitioners have
failed to satisfy the stringent substantiation requirenments of
section 274(d) as to any travel, neal, and entertai nnent expenses
not all owed by respondent. Accordingly, we hold that petitioners
are not entitled to additional deductions for travel, neal, and
entertai nnent expenses beyond the anounts all owed by respondent
or as stipulated by the parties.

Bad Debt Deducti on

Petitioner clainmed a deduction on his Schedule C for 1991
for a bad debt. Petitioners contend that petitioner is entitled
to deduct the paynent as an expense of his |law practice.

Respondent contends that petitioner gave $300 to famly
friends and that the paynent did not create a bona fide debtor-
creditor relationship. Respondent also contends that petitioners
have not shown that, if the paynent was a valid debt, it becane
wort hl ess during 1991.

Section 166(a) authorizes a deduction for a business bad

debt that becomes worthless during the year.! To be entitled to

11Sec. 166 di stingui shes between busi ness and nonbusi ness
bad debts. Nonbusiness bad debts of taxpayers other than
corporations are short-termcapital |osses. See sec.
166(d)(1)(B). A nonbusiness debt is a debt other than “(A) a
debt created or acquired (as the case may be) in connection with
a trade or business of the taxpayer; or (B) a debt the |l oss from
(continued. . .)
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t he deduction, an individual taxpayer nust prove (1) that bona
fide debt was created obligating the debtor to pay the taxpayer a
fi xed or determ nable sum of noney, (2) that the bad debt was
created or acquired in proximate relation to the taxpayer’s trade
or business, and (3) that the debt becane worthless in the year

claimed. See United States v. Generes, 405 U. S. 93, 96 (1972);

Calunet Indus., Inc. v. Conmm ssioner, 95 T.C 257, 284 (1990).

Petitioner admtted that the paynent to the Kadrliks
actually was in the nature of a personal |loan. Petitioners,
however, submtted no proof that the debt becanme worthl ess during
1991 or a later year. Consequently, we hold that petitioners
have failed to prove that they are entitled to deduct the paynent
to the Kadrliks as a business bad debt or as a short-termcapital
| oss for 1991. Accordingly, we sustain respondent’s
determ nation on this issue.

Repai rs Expense

Respondent di sal |l owed petitioner’s deduction for repairs to
an oriental rug petitioner purchased in 1993 for periodic use in
his office because petitioner did not establish that the

expendi ture was an ordi nary and necessary busi ness expense.

(... continued)
the worthl essness of which is incurred in the taxpayer’s trade or
busi ness.” Sec. 166(d)(2); see also sec. 1.166-5(b), Incone Tax
Regs.
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Expendi tures paid or incurred for regular maintenance to

keep property used in a trade or business in an ordinarily

efficient operating condition are currently deductible. See

Pl ai nfi el d-Uni on Water Co. v. Commi ssioner, 39 T.C. 333, 337

(1962); secs. 1.162-4, 1.263(a)-1(b), Inconme Tax Regs.; see al so

| ngram I ndus., Inc. v. Comm ssioner, T.C. Menp. 2000-323.

Conversely, expenditures that constitute repl acenents,
alterations, inprovenments, or additions that prolong the life of
the property, increase its value, or nake it adaptable to a

di fferent use generally constitute capital expenditures that are
not currently deductible. See sec. 263(a); sec. 1.263(a)-1(a)

and (b), Incone Tax Regs.; see also Illinois Merchants Trust Co.

v. Conmm ssioner, 4 B.T. A 103, 106 (1926). In order to establish

they are entitled to deduct the repairs expense, petitioners mnust
show that the purpose of the expenditure was nerely to keep the
rug in an ordinarily efficient operating condition and that those
repairs did not nmake the rug nore val uable or nore useful or

appreciably prolong its life. See Plainfield-Union Water Co. v.

Conmi ssioner, supra; lllinois Merchants Trust Co. V.

Conmi ssioner, supra; Ingramlndus., Inc. v. Conmn SSioner, supra.

Petitioners contend that the repairs were necessary to
mai ntain the useful ness of the rug and that they did not
substantially prolong the rug’s useful life. Respondent contends

that petitioners used the rug in their personal residence and
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that they failed to establish any connection between the use of
the rug and petitioner’s law practice. |In addition, respondent
contends that petitioners have not shown that the expense was an
ordi nary and necessary busi ness expense. 12

Petitioners purchased the rug during 1993 and had it
apprai sed and repaired that sanme year. The fact that petitioners
had the rug appraised and repaired in the year of purchase
suggests that those repairs were part of their capital investnent

inthe rug. C. Stoeltzing v. Conm ssioner, 266 F.2d 374 (3d

Cr. 1959), affg. T.C. Meno. 1958-111; Bloonfield S.S. Co. v.

Commi ssioner, 33 T.C. 75 (1959); Jones v. Conm ssioner, 24 T.C

563 (1955), affd. 242 F.2d 616 (5th Gir. 1957): L.A. \élls

Constr. Co. v. Conm ssioner, 46 B.T.A 302 (1942), affd. per

curiam 134 F.2d 623 (6th Cr. 1943); H._ W]Ilensky & Sons Co. V.

Conmm ssioner, 7 B.T.A 693 (1927). Petitioners offered no

evi dence regarding the condition of the rug before and after it
was repaired, nor did they prove what effect the repairs had on
the value of the rug. Petitioners have not carried their burden
of proving that the expenditure was an ordinary and necessary
expense of carrying on petitioner’s |law practice. Accordingly,

we sustain respondent’s determ nation.

1?2Respondent al so argues that, to the extent the expense is
al l omabl e, the expenditure is a capital expenditure that should
be added to the basis of the rug.



Addi ti onal Busi ness | ncone

Respondent determ ned that petitioner received $1,085 in
busi ness income that was not included in inconme on petitioners’
1989 Federal incone tax return.®® In a stipulation of agreed
adjustnments filed with this Court after the trial, the parties
identified the om ssion of that incone as a disputed adjustnent,
but petitioners did not address this issue in their briefs.
Accordingly, we treat the additional business incone issue as
conceded by petitioners, and we sustain respondent’s
determnation as to this incone item See Rule 151(e)(4) and

(5); Petzoldt v. Conm ssioner, 92 T.C. 661, 683 (1989); Mney V.

Comm ssioner, 89 T.C. 46, 48 (1987).

| ncone From Pri zes

Respondent determ ned that for 1989 petitioners failed to
include in income $2,223 attributable to a prize that petitioner
won during that year.* Petitioners do not dispute that

petitioner won a | aptop conputer during 1989 or that the store

3At trial, petitioner stated that the issue was not in
di spute but comented further that he did not know whether the
income was received. At that tinme, we declined to conclude that
petitioners had conceded the issue, and we permtted themthe
opportunity to offer evidence on the nmatter. Petitioners
presented no evidence relating to this issue at trial

¥The record is silent as to whether the value of the
Computerl and prize determ ned by respondent in the notice of
deficiency was based on a Form 1099 or sone other information and
whet her the anount determ ned by respondent reflected the retai
val ue of the conputer, the anount of store credit issued to
petitioner by Conputerland, or sonething el se.
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issued to hima store credit in lieu of the conputer.
Nonet hel ess, petitioners contend that their income should not be
i ncreased by the value of the prize because the conputer had no
econom ¢ val ue or benefit to petitioner and because they never
used all of the store credit.

CGenerally, gross incone includes prizes and awards received

by a taxpayer during the year. See sec. 74(a); Hornung v.

Commi ssioner, 47 T.C 428, 435-436 (1967); MCoy v. Conm Ssioner,

38 T.C. 841, 843 (1962); sec. 1.74-1(a)(1l), Incone Tax Regs.
When the prize awarded is not noney but goods or services, the
fair market val ue of those goods or services is the anobunt to be

included in incone. See MCoy v. Conmi ssioner, supra; Wade v.

Comm ssioner, T.C Meno. 1988-118; sec. 1.74-1(a)(2), I|Incone Tax

Regs. W have noted:

I n val uing taxabl e prizes and awards for Federal
i ncone tax purposes, courts do not always adopt the
sane net hodol ogy. In sone situations, the retail val ue
of prizes and awards is used. In other situations, a
whol esal e or other discounted value is used. bjective
factors are enphasi zed, but subjective factors also are
given weight in determning the value of prizes and
awards to particul ar taxpayers. [Wade v. Conmm ssioner,
supra; citations omtted.]

Petitioners deny that the fair market value of the prize
petitioner actually received was $2,223. In their briefs,
petitioners maintain that petitioner and Conputerland never
agreed on the “retail value” of the prize and that petitioner

“received a carefully hedged ‘retail’ value for the prize, but
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not the prize itself.” Petitioners contend that petitioner never
redeened the entire prize, and, therefore, he never received the
val ue of the prize. Petitioner testified that the anount
petitioners should have to include in incone fromthe prize
shoul d be no nore than 60 percent of the retail price of the
conput er.

The record contains no credi ble evidence showing the fair
mar ket val ue of the |aptop conputer or the anount of the store
credit petitioner received from Conputerland during 1989. In
particular, no credi ble evidence was offered to show that the
anount determ ned by respondent as inconme from prizes exceeded
t he amount of the store credit that petitioner admts he
negoti ated and received from Conputerland in 1989 in lieu of
receiving the laptop conputer. Petitioners have the burden of
proving that the value of the prize was | ess than the anount

determ ned by respondent.® See Rule 142(a); Comm ssioner V.

5AI t hough neither party raised the issue, sec. 6201(d), as
anended by the Taxpayer Bill of Rights 2, Pub. L. 104-168, sec.
602(a), 110 Stat. 1452, 1463 (1996), becane effective on July 30,
1996, and applies to judicial proceedings filed on or after that
date. Sec. 6201(d) provides that if the taxpayer in a court
proceedi ng asserts a reasonable dispute with respect to incone
reported on an information return and fully cooperates with the
Commi ssioner by providing, within a reasonabl e period of tineg,
access to and inspection of all wtnesses, information, and
docunents within the control of the taxpayer as reasonably
requested, the Comm ssioner shall have the burden of providing
reasonabl e and probative information regarding the disputed
deficiency in addition to the information return. 1In this case,
even if petitioners had shown that the incone attributable to the
Conmput erl and prize was reported on a Form 1099 and had asserted

(continued. . .)
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d enshaw G ass Co., 348 U. S. 426 (1955). Petitioners have failed

to do so. Accordingly, we sustain respondent’s determ nation

Di vi dend | ncone

Respondent determ ned that for 1992 petitioners overstated
their dividend incone by $8,732. At trial, petitioner appeared
to concede this issue. In the stipulation of agreed adjustnents
filed with the Court after trial, however, the parties included
this itemin the list of adjustnents still at issue.

Petitioners nevertheless failed to address this issue in
their briefs. Accordingly, we treat the dividend incone issue as
conceded by petitioners, and we sustain respondent’s
determ nation on this issue. See Rule 151(e)(4) and (5);

Pet zol dt v. Conm ssioner, 92 T.C. at 683; Mney v. Conni Ssi oner,

89 T.C. at 48.

Additions to Tax for Failure To Tinely File Tax Returns

Respondent determ ned that for 1989 and 1990 petitioners
were liable for additions to tax under section 6651(a)(1) because

they failed to file tinely returns or to show that they had

15, .. conti nued)
that the burden of production regarding the Conputerland prize
should shift to respondent under sec. 6201(d), petitioner offered
no evidence that he fully cooperated with respondent, and the
record in this case supports a conclusion that petitioner did not
fully cooperate with the Conmm ssioner as required by sec.
6201(d). See Ketler v. Comm ssioner, T.C Menon. 1999-68; Andrews
v. Comm ssioner, T.C Meno. 1998-316; Hardy v. Conmm ssioner, T.C
Menmo. 1997-97, affd. 181 F.3d 1002 (9th Cir. 1999).
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reasonabl e cause for that failure. Petitioners do not deny that
the returns were not tinely filed.

Section 6651(a)(1l) inposes an addition to tax for failure to
file a return unless it is shown that such failure is due to
reasonabl e cause and not due to willful neglect. See sec.

6651(a)(1); United States v. Boyle, 469 U S. 241, 245 (1985). A

failure to file a tinely Federal incone tax return is due to
reasonabl e cause if the taxpayer exercised ordinary busi ness care
and prudence and, nevertheless, was unable to file the return

within the prescribed tine. See Crocker v. Conm ssioner, 92 T.C.

899, 913 (1989); sec. 301.6651-1(c)(1), Proced. & Adm n. Regs.
W1 ful neglect nmeans a conscious, intentional failure to file or

reckless indifference. See United States v. Boyle, supra at 245.

Petitioners did not address this issue at trial or in their
briefs. Accordingly, we treat this issue as conceded by
petitioners, and we sustain respondent’s determ nation on the
additions to tax for failure to tinely file a return. See Rule

151(e)(4) and (5); Petzoldt v. Conm ssioner, supra at 683; Money

v. Conm ssioner, supra at 48.

Accur acy-Rel ated Penalties for Neqgligence

Respondent determ ned that for 1991 and 1992 petitioners
were liable for accuracy-related penalties for negligence.

Petitioners assert that their actions were not negligent.
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Section 6662(a) and (b)(1) inposes an accuracy-rel ated
penalty in the anount of 20 percent of any portion of an
under paynent attributable to negligence or disregard of rules or
regul ations. The term “negligence” is defined in section 6662(c)
as “any failure to make a reasonable attenpt to conply with the
provisions of this title”. “Negligence connotes a |lack of due
care or a failure to do what a reasonabl e and prudent person

woul d do under the circunstances.” Bunney v. Conm ssioner, 114

T.C. 259, 266 (2000); see also Allen v. Conmm ssioner, 925 F.2d

348, 353 (9th Cr. 1991), affg. 92 T.C. 1 (1989); Freytaqg V.
Conm ssioner, 89 T.C. 849, 887 (1987), affd. 904 F.2d 1011 (5th

Cir. 1990), affd. 501 U S. 868 (1991). Negligence al so includes
any failure by the taxpayer to keep adequate books and records or
to substantiate itens properly. See sec. 1.6662-3(b)(1), Incone
Tax Regs. The term “disregard” includes any carel ess, reckless,

or intentional disregard. Sec. 6662(c); sec. 1.6662-3(b)(2),

| ncome Tax Regs.

Section 6664(c) (1) provides that the accuracy-rel ated
penalty shall not be inposed with respect to any portion of an
under paynent if it is shown that a taxpayer acted in good faith
and that there was reasonabl e cause for the underpaynent. The
determ nati on of whether a taxpayer acted with reasonabl e cause
and in good faith is nade on a case by case basis, taking into

account all pertinent facts and circunstances. See Conpaq
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Conputer Corp. v. Conm ssioner, 113 T.C 214, 226 (1999); sec.

1.6664-4(b) (1), Incone Tax Regs.

Petitioners contend that they are not liable for the
accuracy-rel ated penalties for negligence because they relied on
their accountant for the preparation of their returns. Thus, in
effect, petitioners argue that they had reasonabl e cause and
acted in good faith by treating the itens as they did on their
returns for 1991 and 1992. Petitioners bear the burden of
proving facts show ng good faith and reasonabl e cause. See Rule
142(a) .

Al t hough a taxpayer may avoid liability for the addition to
tax for negligence if he or she shows a reasonable reliance in
good faith on a conpetent and experienced return preparer,
reliance on professional advice, standing alone, is not an

absol ute defense to negligence. See United States v. Boyle,

supra at 250-251; Freytag v. Conm ssioner, supra at 888; see al so

sec. 1.6664-4(b)(1), Incone Tax Regs. Rather, it is a factor to

be considered. See Freytag v. Comm ssioner, supra at 888. To

show good faith reliance on the advice of a conpetent adviser,
t he taxpayer nust establish that he or she provided the return
preparer with conplete and accurate informati on and that an

incorrect return was a result of the preparer's m stakes. See

West br ook v. Conm ssioner, 68 F.3d 868, 881 (5th Gr. 1995),
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affg. T.C. Menp. 1993-634; Weis v. Conm ssioner, 94 T.C 473, 487

(1990); Ma-Tran Corp. v. Conm ssioner, 70 T.C. 158, 173 (1978).

Petitioner did not testify that he supplied M. Fuller, who
prepared the returns for 1991 and 1992, with conpl ete and
accurate information or that the incorrect reporting of the
di sputed itens was a result of the preparer's m stakes.
Additionally, M. Fuller did not testify that the incorrect
reporting of the itens adjusted by respondent was a result of his
m st akes. ® Moreover, with respect to the deductions clainmed for
wage expense, nedical plan expenses, and I RA contributions, the
record fails to show that either petitioner or M. Fuller engaged
in any factual or |egal analysis to determ ne whether Ms. Haeder
qualified as petitioner’s enployee. Petitioners, therefore, have
failed to establish that the underpaynent for the years in issue
resulted fromtheir good faith reliance on the advice of their
tax preparer. Accordingly, petitioners have failed to carry
their burden, and we sustain respondent’s determ nation as to the
accuracy-rel ated penalties.

Accuracy-Rel ated Penalties for Substantial Understatenents of Tax

Respondent determ ned that for 1989, 1990, and 1993

petitioners were liable for accuracy-rel ated penal ti es under

Al t hough M. Fuller testified at trial that he incorrectly
reported comm ssions refunded in 1990 in connection with
petitioner’s investnent in Floating Point stock and overstated
di vidend inconme in 1992, these itens either are not at issue in
this case or do not affect adversely to petitioners the
cal cul ation of the deficiencies.
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section 6662(a) because the underpaynent of tax for those years
was due to a substantial understatenent of their incone tax.
Petitioners contend that they are not liable for the accuracy-
related penalties for substantial understatenent of incone tax.

Section 6662(a) and (b)(2) inposes a penalty equal to 20
percent of the portion of an underpaynent attributable to any
substantial understatenent of tax. A substantial understatenent
occurs when the amount of the understatenent exceeds the greater
of 10 percent of the anpbunt of tax required to be shown on the
return or $5,000 ($10,000 for corporations). See sec.

6662(d)(1). The ampbunt of an understatenent on which the penalty
is inposed will be reduced by the portion of the understatenment
that is attributable to the tax treatnent of an item (1) that was
supported by “substantial authority” or (2) for which the
relevant facts were “adequately disclosed in the return or in a
statenent attached to the return.” Sec. 6662(d)(2)(B)."
Additionally, no penalty wll be inposed with respect to any
portion of an underpaynent if it is shown that there was
reasonabl e cause for such portion and the taxpayer acted in good
faith with respect to such portion. See sec. 6664(c)(1).
Petitioners do not contend that they have substanti al

authority for the tax treatnment of the itens that we have

YFor 1993 and |l ater years, adequate disclosure nust be
coupled with “a reasonable basis for the tax treatnent”. See
sec. 6662(d)(2)(B)(ii).
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addressed in this opinion or that they adequately disclosed al
rel evant facts as to the tax treatnent of those itens on their
returns. Rather, they contend only that they relied on their
accountant for the preparation of their returns. Thus, in
effect, petitioners argue that they had reasonabl e cause and
acted in good faith in treating the itenms as they did on their
returns.

As we di scussed above in relation to the accuracy-rel ated
penalty for negligence, petitioners have failed to establish that
the overstatenent of deduction itens or the understatenent of
incone itens that they conceded before or after trial or that we
addressed in this opinion resulted froma good faith reliance on
the advice of their tax preparer. Consequently, they have failed
to carry their burden of proving that they are not liable for the
accuracy-rel ated penalty for substantial understatenents of
i ncone for 1989, 1990, or 1993. Accordingly, we sustain
respondent’s determnation to the extent the Rule 155 conputation
for 1989, 1990, and 1993 indicates a substantial understatenent
of petitioners’ incone tax within the neaning of section 6662(d).
Concl usi on

We have carefully considered all remaining argunents nmade by
petitioners for a result contrary to that expressed herein and,
to the extent not discussed above, find themto be irrel evant or

Wi thout nerit.
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To reflect the foregoing and the concessions of the parties,

Deci sion will be entered

under Rul e 155.




